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THE SOUTHERN BANC
#  COMPANY, INC.

P.O. BOX 1130, GADSDEN, ALABAMA 35902
(256) 543-3860

Dear Fellow Stockholders:

We are happy to report the results of Fiscal Year 2003 for The Southern
Banc Company, Inc.

This year was a good one for the Company on several fronts. Our loans
increased despite relentless competition, and our margins remained intact. We
also grew our demand deposits and made strides in the number of services per
customer we now provide. We are achieving our goal of becoming the most
service-oriented bank in our marketplace. Despite a soft economy, our asset
quality remained strong, and we intend for this to remain our trademark in the
years to come.

We believe that effective control of our expenses is critical to the
Company’s profitability. In this regard, the Board of Directors has authorized
management to file an application to voluntarily delist our common-stock from
trading on the American Stock Exchange. In addition to the costs associated with
maintaining the Company’s status as an Amex-listed company, the Board has
considered other factors including our limited number of stockholders, the limited
volume of trading in our shares and the lack of analysts currently covering the
Company and its shares. We expect to file an application to voluntarily delist
shortly, and expect the delisting to become effective within 60 days thereto.

The Board of Directors also is considering suspending the Company’s
filings with the Securities and Exchange Commission. No such action is expected
to be taken during 2003.

The Board of Directors and management greatly appreciate your support

of the Company and welcome all comments and questtons.

Sincerely,

A

Gates Little




THE SOUTHERN BANC COMPANY, INC.

The Southern Banc Company, Inc. (the “Company”) was incorporated at the direction of
management of The Southern Bank Company, formerly First Federal Savings and Loan
Association of Gadsden, Alabama (the “Bank™), for the purpose of serving as the holding
company of the Bank upon the acquisition of all of the capital stock issued by the Bank upon its
conversion from mutual to stock form in 1995. The Company s classified as a unitary savings
institution holding company and is subject to regulation by the Office of Thrift Supervision
(*OTS”). At June 30, 2003, the Company had total consolidated assets of $111.7 million,
deposits of $84.4 million and stockholders’ equity of $18.9 million, or 16.9% of total assets.

The Bank was organized in 1936 as a federally chartered mutual savings and loan
association, at which time it also became a member of the Federal Home Loan Bank (“FHLB”)
System and obtained federal deposit insurance. The Bank currently operates through four
banking offices located in Gadsden, Albertville, Guntersville and Centre, Alabama. In 1999, the
Bank adopted its current corporate title to increase public awareness of the expanded banking
services which the Bank offers.

The Bank’s business strategy has been to operate as a profitable and independent
community-oriented financial institution dedicated to providing quality customer service.
Generally, the Bank has sought to implement this strategy by using retail deposits as its sources
of funds and maintaining most of its assets in loans secured by owner-occupied one-to-four-
family residential real estate properties located in the Bank’s market area, consumer loans,
mortgage-backed securities issued by Federal Home Loan Mortgage Corporation (“Freddie
Mac”), the Government National Mortgage Association (“GNMA”) and Federal National
Mortgage Association (“Fannie Mae”), U.S. government and agency securities, interest-earning
deposits, and cash and equivalents. The Bank’s business strategy incorporates the following key
elements: (1) remaining a community-oriented financial institution while maintaining a strong
core customer base by providing quality service and offering customers the access to senior
management and services that a community-based institution can offer; (2) attracting a retail
deposit base from the communities served by the Bank’s four banking offices; (3) maintaining
asset quality by emphasizing investment in local residential mortgage loans, consumer loans,
mortgage-backed securities and other securities issued or guaranteed by the U.S. government or
agencies thereof; and (4) maintaining liquidity and capital substantially in excess of regulatory
requirements.

As a federally chartered savings institution, the Bank is subject to extensive regulation by
the OTS. The lending activities and other investments of the Bank must comply with various
federal regulatory requirements, and the OTS periodically examines the Bank for compliance
with various regulatory requirements. The Federal Deposit Insurance Corporation (“FDIC”) also
has the authority to conduct examinations. The Bank must file reports with the OTS describing
its activities and financial condition and is also subject to certain reserve requirements
promulgated by the Board of Governors of the Federal Reserve System.



MARKET FOR COMMON STOCK
AND RELATED STOCKHOLDER MATTERS

The Company’s Common Stock began trading on the American Stock| Exchange in 1995
under the symbol “SRN.” At June 30, 2003, there were 961,498 shares of the Common Stock
outstanding and approximately 250 stockholders of record. This total does not reflect the
number of persons or entities who hold Common Stock in nominee or “str?et name” through
various brokerage firms. !

The payment of dividends on the Common Stock is subject to determination and
declaration by the Board of Directors of the Company. The Board of Directors has adopted a
policy of paying quarterly cash dividends on the Common Stock. In addition, from time to time,
the Board of Directors may pay special cash dividends in addition to, or in lieu of, regular cash
dividends. The payment of future dividends will be subject to the requirements of applicable law
and the determination by the Board of Directors of the Company that the net ihcome, capital and
financial condition of the Company and the Bank, thrift industry trends and, general economic
conditions, justify the payment of dividends. There can be no assurance that future dividends
will be paid. The Company’s principal source of funds for dividend payments is dividends from
the Bank. See Note 11 of Notes to Consolidated Financial Statements. ‘

The following table sets forth information as to high and low séles prices of the
Company’s Common Stock and cash dividends declared per share of Common Stock for the

calendar quarters indicated. ‘

Price Per Share Dividends

High Low Per Share
Fiscal 2002
First Quarter $10.500 $ 9910 $.0875
Second Quarter $11.250 $ 9.900 $.0875
Third Quarter $11.600 $10.850 $.0875
Fourth Quarter $13.310 $11.150 ~ $.0875
Fiscal 2003 :
First Quarter $12.800 $11.710 $.0875
Second Quarter $15.500 $11.710 $.0875
Third Quarter $15.000 $13.560 $.0875
Fourth Quarter $15.400 $13.750 $.0875




SELECTED CONSOLIDATED FINANCIAL AND OTHER DATA

INCOME STATEMENT DATA
INterest INCOME .......cceovrveviicreiccecc e
Interest €Xpense ........ccoovvvecrcnieinciinne e
Net interest income
Provision for loan loSses..........ccooocveiniccn o
Net interest income after provision
for 10an 10SSES .....ccoevirrmniriecrireie e
Noninterest iNCOME......cccorrrererccrinreeeneraiieeenienens
Noninterest EXPENSse.......c.ovvvviviiiiiinvsinesinrennennns
Income before provision for income taxes............
Provision for income taxes .........ccconvevnnieinnrennn.
NEt INCOME.....ooeeiiieciiicc e
Earnings per share
BasiC ..o
Diluted ..ot

BALANCE SHEET DATA
TOtal ASSELS ...ecvviiveieieereecerc e e se e esree e
Loans receivable, net.........cccooeciinniiiciinscninceen,
Securities:
Available forsale...........coooviiiiiieiieeeeee
Held to maturity .........ooovvviiniiiii e
Federal Home Loan Bank stock........cccceeveennes
DEPOSILS ...cueeeeieeeii e e
Federal Home Loan Bank advances..................
Stockholders’ equity ......ooeorveeieneiiiciinee

KEY OPERATING DATA
Return on average assets
Return on average equity
Average equity t0 aVerage assets .....c.ooesrenenrenen
Dividend payout ratio .........c.cocevecrmeencnieniiniecnnnn,
Number of offices......ccooeveimcinnirin

Year Ended June 30,
2003 2002 2001 2000 1999
(In thousands, except per share data)
$ 5890 $ 6299 § 6,812 $ 6944 $ 6,990
2.898 3,566 4,345 4.081 4,100
2,992 2,733 2,467 2,863 2,890
13 27 30 17 27
2,979 2,706 2,437 2,846 2,863
524 183 200 118 196
2,013 1.853 1,892 1,962 2,148
1,490 1,036 745 1,002 911
596 403 278 356 313
$ 894 $ 633 § 467 $ 646 $ 598
3 .02 $ 069 § 0.53 $ 0.7 $ 0.59
$ .00 3 069 3 0.53 3 0.7 $ 0.57
Year Ended June 30,
2003 2002 2001 2000 1999
(In thousands)
$ 111,701 $ 110,002 § 97,164 $ 98,087 § 96,875
38,918 34,515 37,587 39,840 42,109
53,723 53,753 35,635 26,402 20,627
7,215 11,527 17,513 23,886 23,706
886 1,449 724 724 724
84,357 81,557 79,843 81,437 79,734
7,750 9,583 0 0 0
18,866 18,344 17,046 16,319 16,645
Year Ended June 30,
2003 2002 2001 2000 1999
0.80% 0.58% 0.48% 0.66% 0.61%
4.68 3.48 2.74 4.03 3.38
17.02 16.62 17.59 16.33 18.12
31.31 48.61 66.04 49.30 59.32
4 4 4 4 4



MANAGEMENT’S DISCUSSION AND ANALYSIS ‘
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

General

The principal business of the Company consists of accepting deposité from the general
public through the Bank’s main and branch offices and investing those funds in loans secured by
one-to-four- family residential properties and consumer loans located in the Bank’s primary
market area. Due to the competition for one-to-four-family mortgage loans and consumer loans
in the Bank’s market area, the Bank maintains a substantial portfolio of investment and
mortgage-backed securities. The Bank’s mortgage-backed securities are all guaranteed as to
principal and interest by GNMA, Freddie Mac or Fannie Mae. The Bank’s securities portfolio
consists primarily of mortgage backed securities, government agency securities, including

agency notes and U. S. Treasury Notes. See Notes 2 and 3 of Notes to Consohdated Financial
Statements. The Bank maintains a substantial amount in interest-bearing dep0s1ts in other banks,
primarily an interest-bearing account with the FHLB of Atlanta.

The Company’s net income is dependent primarily on the Bank’s net interest income,
which is the difference between interest income earned on its loans, mortgage-backed securities
and securities portfolio and interest paid on customers’ deposits. The Company’s net income is
also affected by the Bank’s level of non-interest income, such as service charges on customers’
deposit accounts, net gains or losses on the sale of securities and other fees. In addition, net
income is affected by the level of non-interest expense, primarily consisting of compensation and
employee benefit expense, data processing expense, professional service expense office building
and equipment expense, and other expenses. [

\

The operations of the Company and the financial institution industry as a whole are
significantly affected by prevailing economic conditions, competition and the monetary and
fiscal policies of governmental agencies. Lending activities are influenced by demand for and
supply of housing and competition among lenders and the level of interest rates in the Bank’s
market area. The Bank’s deposit flows and costs of funds are influenced by prevailing market
rates of interest, primarily on competing investments, account maturities, 'and the levels of
personal income and savings in the Bank’s market area.

Comparison of Financial Condition at June 30, 2003 and June 30, 2002

Total assets increased approximately $1.7 million, or 1.5%, from $1100 million at
June 30, 2002 to $111.7 million at June 30, 2003. During the year ended June 30, 2003, net
loans increased approximately $4.4 million, or 12.8%, securities available for sale decreased
approximately $30,000, or 0.06%, and securities held to maturity decreased approximately $4.3
million, or 37.4%. The increase in net loans was primarily attributable to an increase in lending
activities resulting from a favorable interest rate environment. The decrease in investment
securities was primarily attributable to maturities of certain securities held to maturity.




Cash and cash equivalents increased approximately $1.9 million, or 24.8%, from $7.5
million at June 30, 2002 to $9.4 million at June 30, 2003. The increase in cash and cash
equivalents was primarily attributable to proceeds from the sale of FHLB stock and net proceeds
from maturities and principal payments on investment securities offset by paydowns on FHLB
advances.

Accrued interest and dividends receivable decreased approximately $103,000, or 17.6%,
from $586,000 at June 30, 2002 to $483,000 at June 30, 2003. This decrease was primarily
attributable to a decrease in interest receivable on securities and loans due to the falling rate
environment. Other assets increased approximately $414,000, from $113,000 at June 30, 2002 to
$527,000 at June 30, 2003. This increase was primarily attributable to the purchase of a banking
facility in Albertville, Alabama that the Bank plans to occupy as a branch office when the lease
of the current tenant expires.

Total deposits increased approximately $2.8 million, or 3.4%, from $81.6 million at
June 30, 2002 to $84.4 million at June 30, 2003. For the period ended June 30, 2003, Passbook
Savings and Certificates of Deposit increased approximately $1.3 million, or 16.3%, and
approximately $566,000, or .9%, as compared to June 30, 2002, respectively. During the same
period, Demand, NOW and Money Market deposits increased approximately $1.0 million, or
11.1%. These increases were a result of the Bank’s marketing efforts to increase market share.
FHLB advances decreased by $1.8 million, or 19.1%, from $9.6 million at June 30, 2002 to $7.8
million at June 30, 2003. The decrease in FHLB Advances was primarily attributable to
repayments based on the fixed payment schedule. Other liabilities during the fiscal year ended
June 30, 2003 increased approximately $210,000, or 40.7%, from $517,000 at June 30, 2002 to
$728,000 at June 30, 2003. The increase in other liabilities was primarily attributable to an
increase in deferred tax liabilities.

Total equity increased approximately $522,000, or 2.8%, from $18.3 million at June 30,
2002 to $18.9 million at June 30, 2003. This increase was primarily attributable to an increase in
retained earnings resulting from current year earnings of $894,000 and an increase of the
unrealized gains on securities available for sale of approximately $332,000, offset by the
payment of common stock dividends, amortization of unearned compensation and treasury stock
repurchases. ‘

Comparison of Results of Operations for the Fiscal Years Ended June 30, 2003 and 2002

The Company reported net income for the fiscal years ended June 30, 2003 and 2002 of
approximately $894,000 and $633,000, respectively. The increase in net income for the fiscal
year ended June 30, 2003 was primarily attributable to an increase in the Bank’s net interest
margin and an increase in gains on sales of available for sale securities.

Net Interest Income. Net interest income increased approximately $259,000, or 9.5%,
from $2.7 million at June 30, 2002 to $3.0 million at June 30, 2003. This increase was primarily
attributable to deposits repricing faster than loans in a decreasing interest rate environment. Total
interest income decreased approximately $408,000, or 6.5%, for the fiscal year ended June 30,
2003. The decrease in interest income was primarily due to the decrease in average yields on



interest earning assets from 5.97% for the year ended June 30, 2002 to 5.50% }for the year ended
June 30, 2003. Total interest expense decreased approximately $668,000, or 18.7%, for the fiscal
year ended June 30, 2003 compared with the fiscal year ended June 30, 2002. The decrease in
total interest expense was primarily attributable to a decrease in the average cost of interest-
bearing liabilities.

Provision for Loan Losses. During the fiscal year ended June 30, 200?1, the provision for
loan losses decreased approximately $14,000, or 51.8%, from $27,000 at June 30, 2002 to
$13,000 at June 30, 2003. The allowance for loan losses is based on management’s evaluation of
possible loan losses inherent in the Bank’s loan portfolio. Management considers, among other
factors, past loss experience, current economic conditions, volume, growth and composition of
the loan portfolio, and other relevant factors. :

Non-Interest Income. Non-interest income increased approximately $341,000, or
186.1%, for the fiscal year ended June 30, 2003, from $183,000 for the year erided June 30, 2002
to $524,000. The increase in non-interest income was primarily attributable to increases in
customer service fees and gains on the sale of securities available for sale of approximately
$354,000, for the fiscal year ended June 30, 2003 compared to $42,000 for the fiscal year ended
June 30, 2002. |

- |

Non-Interest Expense. Non-interest expense increased approximately $159,600, or 8.6%,
for the fiscal year ended June 30, 2003. This increase was primarily attributable to an increase in
salaries and employee benefits of approximately $61,000, or 5.8%, an increase in data processing
expense of approximately $15,000, or 7.9%, an increase in professional service expense of
approximately $23,000, or 13.7%, and an increase in other operating expenses of approximately
$52,000, or 14.0%, for the fiscal year ended June 30, 2003.

Provision for Income Taxes. During the fiscal year ended June 30, 2?003, the provision
for income tax expense increased approximately $193,000, or 47.9%. This increase was
primarily attributable to an increase in taxable net income for the year ended June 30, 2003, as
compared to the year ended June 30, 2002. Income tax expense was approxirriately $596,000 for
the year ended June 30, 2003 compared to approximately $403,000 for the year ended June 30,
2002 resulting in effective tax rates of 40% and 39%, respectively. The statutory federal tax rate

in both years was 34%.

Asset/Liability Management |
Net interest income, the primary component of the Company’s net income, is determined
by the difference or “spread” between the yields earned on the Bank’s interest-earning assets and
the rates paid on its interest-bearing liabilities and the relative amounts of such assets and
liabilities. Key components of a successful asset/liability strategy are the monitoring and
managing of interest rate sensitivity on both the interest-earning assets and interest-bearing
liabilities. The matching of the Bank’s assets and liabilities may be analyzed by examining the
extent to which its assets and liabilities are interest rate sensitive and by monitoring the expected

effects of interest rate changes on an institution’s net portfolio value. |

\

|




An asset or liability is interest rate sensitive within a specific time period if it will mature
or reprice within that time period. If the Bank’s assets mature or reprice more quickly or to a
greater extent than its liabilities, the Bank’s net portfolio value and net interest income would
tend to increase during periods of rising interest rates but decrease during periods of falling
interest rates. If the Bank’s assets mature or reprice more slowly or to a lesser extent than its
liabilities, the Bank’s net portfolio value and net interest income would tend to decrease during
periods of rising interest rates but increase during periods of falling interest rates. The Bank’s
policy has been to mitigate the interest rate risk inherent in the historical savings institution
business of originating long term loans funded by short term deposits by pursuing the following
strategies: (i) the Bank has historically maintained substantial liquidity and capital levels to
sustain unfavorable movements in market interest rates; and (ii) in order to minimize the adverse
effect of interest rate risk on future operations, the Bank purchases adjustable- and fixed-rate
securities with maturities of primarily five to fifteen years and originates limited amounts of
shorter term consumer loans.

The OTS requires the Bank to measure its interest rate risk by computing estimated
changes in the net present value (“NPV”’) of its cash flows from assets, liabilities and off-balance
sheet items in the event of a range of assumed changes in market interest rates. These
computations estimate the effect on the Bank’s NPV of sudden and sustained 100 basis point to
400 basis point increases and decreases in market interest rates. The Bank’s Board of Directors
has adopted an interest rate risk policy which establishes maximum increases and decreases in
the Bank’s estimated NPV of 25%, 50% and 77% and 25%, 35% and 50% in the event of 100,
200 and 300 basis point increases and decreases in market interest rates, respectively. At June
30, 2003, based on the most recent information provided by the OTS, it was estimated that the
Bank’s NPV would decrease 11%, 25% and 39% and increase 3% in the event of 100, 200 and
300 basis point increases and a 100 basis point decrease in market interest rates, respectively.
These calculations indicate that the Bank’s net portfolio value could be adversely affected by
increases in interest rates. Changes in interest rates also may affect the Bank’s net interest
income, with increases in rates expected to decrease income and decreases in rates expected to
increase income, as the Bank’s interest-bearing liabilities would be expected to mature or reprice
more quickly than the Bank’s interest-earning assets.

While management cannot predict future interest rates or their effects on the Bank’s NPV
or net interest income, management does not expect current interest rates to have a material
adverse effect on the Bank’s NPV or net interest income in the future. Computations of
prospective effects of hypothetical interest rate changes are based on numerous assumptions,
including relative levels of market interest rates, prepayments and deposit run-offs and should
not be relied upon as indicative of actual results. Certain shortcomings are inherent in such
computations. Although certain assets and liabilities may have similar maturity or periods of
repricing, they may react at different times and in different degrees to changes in the market
interest rates. The interest rates on certain types of assets and liabilities may fluctuate in advance
of changes in market interest rates, while rates on other types of assets and liabilities may lag
behind changes in market interest rates. Certain assets, such as adjustable rate mortgages,
generally have features which restrict changes in interest rates on a short term basis and over the
life of the asset. In the event of a change in interest rates, prepayments and early withdrawal
levels could deviate significantly from those assumed in making calculations set forth above.



|

|
Additionally, an increased credit risk may result as the ability of many borrowers to service their
debt may decrease in the event of an interest rate increase. Finally, virtually all of the adjustable
rate loans in the Bank’s portfolio contain conditions which restrict the periodic change in interest
rate.

The Bank’s Board of Directors is responsible for reviewing the Bank’§ asset and liability
policies. On at least a quarterly basis, the Board reviews interest rate risk and trends, as well as
liquidity and capital ratios and requirements. The Bank’s management is responsible for
administering the policies and determinations of the Board of Directors with respect to the
Bank’s asset andJliability goals and strategies. Management expects that the Bank’s asset and
liability policies and strategies will continue as described above so long a$ competitive and

regulatory conditions in the financial institution industry continue as they have:in recent years.
~ |
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Rate/Volume Analysis

The table below sets forth certain information regarding changes in interest income and
interest expense of the Company for the periods indicated. For each category of interest-earning
asset and interest-bearing liability, information is provided on changes attributable to: (i) changes
in volume (changes in volume multiplied by old rate) and (i1) changes in rates (changes in rate
multiplied by old volume). |

Year Ended June 30,
2003 vs. 2002
Increase (Decrease)
Due to :
Rate Volume Total |
(In thousands) :
Interest income
Loans ....ccccovemiincnineeniecneen, $(531) § 324 §(207)
SECUTIIES c.cvvieeieeeeieeeee e (107) (69) (176) f‘
Other interest-earning assets.......... 98 (123) (25)
Total interest-earning assets ........ _(540) 132 (408) |
Interest expense
DeEPOSItS ..ooeeviiniieeeeeireee e (824) (14) (838)
Interest on FHLB Advances........ 210 (40) 170
Total interest-bearing liabilities.... (614) (54) (668)
Change in net interest income ......... $ 74§ 186 § 260

Liquidity and Capital Resources

As a holding company, the Company conducts its business through its subsidiary, the
Bank, which is required to maintain minimum levels of liquid assets as defined by regulations of
the OTS. The requirement, which varies from time to time depending upon economic conditions
and deposit flows, is based upon a percentage of deposits and short-term borrowings. The
required ratio currently is 4.0%. The Bank adjusts its liquidity levels in order to meet funding
needs of deposit outflows, repayment of borrowings and loan commitments. The Bank also
adjusts liquidity as appropriate to meet its asset and liability management Ob_]eCtIVGS

The Bank’s primary sources of funds are deposits, payment of loans and mortgage-
backed securities, maturities of investment securities and other investments.' While scheduled
principal repayments on loans and mortgage-backed securities are a relatively bredictable source
of funds, deposit flows and loan prepayments are greatly influenced by general interest rates,
economic conditions and competition. The Bank invests in short-term 1nterest -earning assets
which provide liquidity to meet lending requirements. |

The Bank continues to maintain a high level of liquid assets in order to meet its funding
requirements. At June 30, 2003, the Bank had approximately $9.4 million in/cash on hand and
interest-bearing deposits in other banks, which represented 8.4% of total assets. The Bank’s

10




average liquidity ratio well exceeded the required minimum at and during the fiscal year ended
June 30, 2003. At June 30, 2003, the Bank’s level of liquid assets, as measured for regulatory
compliance purposes, was $18.9 million, or 16.9% of total assets of the Bank.

At June 30, 2003, the Bank had $16.4 million of total equity, or 14.7% of total assets.
The Bank continued to exceed its regulatory capital requirement ratios at June 30, 2003.
Tangible capital and core capital were each $15.3 million, which represented 13.8% of adjusted
total assets, and risk-based capital was $15.4 million, which represented 45.2% of total risk-
weighted assets at June 30, 2003. Such amounts exceeded the respective minimum required
ratios of 1.5%, 4.0% and 8.0% by 12.3%, 9.8% and 37.2%, respectively. At June 30, 2003, the
Bank continued to meet the definition of a “well-capitalized™ institution, the highest of the five -
categories under the prompt corrective action standards adopted by the OTS. See Note 11 of
Notes to Consolidated Financial Statements.

Contractual Obligations

The following table sets forth the contractual obligations of the Bank as of June 30, 2003.

Over One Over Three
One Year through through Five Over

or Less Three Years Years Five Years Total

(In thousands)

FHLB advances " $ 1,000 $ 2,000 $ 4,750 $ 0 $ 7,750
Operating leases @ 7 1 0 0 8
Certificates of deposit ® 41,863 15,800 8,016 0 65,679
‘ Total $ 42,870 $ 17,801 $ 12,766 $ 0 $ 73,437

(1) See Note 9 of Notes to Consolidated Financial Statements.
(2) See Note 10 of Notes to Consolidated Financial Statements.
(3) See Note 7 of Notes to Consolidated Financial Statements.

Off-Balance Sheet Arrangements

The following table sets forth off-balance sheet exposures of the Bank as of June 30,

2003.
Over One Over Three
One Year through through Five Over
or Less Three Years Years Five Years Total
(In thousands)
Lines of credit $ 0 $ 0 $ 981 $ 0 $ 981
Total $ 0 $

0 3 981 $ 0 $ 981

In the normal course of business, the Bank is a party to activities that contain credit,
market and operational risk that are not reflected in the Company’s Consolidated Financial
Statements. The Bank provides customers with off-balance sheet credit support through loan
commitments and lines of credit. Many of the commitments expire unused or are only partially
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used. Therefore, the total amount of commitments does not necessarily repfesent future cost
requirements. The Company anticipates that the Bank will continue to have sufficient funds
together with available borrowings to satisfy its commitments. At June 30, 2003, the Bank had
approximately $2.6 million in outstanding commitments to originate re51dent1al real estate. See
Note 10(b) of Notes to Consolidated Financial Statements.

Critical Accounting Policy

The accounting principles followed by the Company and the methods of applying
principles conform with accounting principles generally accepted in the United States and with
general practices followed by the banking industry. The critical account pollcy relates to the
allowance for loan losses. ‘

The allowance for loan losses is maintained at a level which management considers to be
adequate to absorb losses inherent in the loan portfolio. Management’s estimation of the amount
of the allowance is based on a continuing evaluation of the loan portfolio and includes such
factors as economic conditions, analysis of individual loans, overall portfolio characteristics,
delinquencies and balance of any impaired loans (generally considered to be nonperforming
loans, excluding residential mortgages and other homogeneous loans).

|

Management reviews the adequacy of the allowance for loan losses on a continuous basis
by assessing the quality of the loan portfolio and adjusting the allowance When appropriate.
Management’s evaluation of certain specifically identified loans includes a review of the
financial condition and capacity of the borrower, the value of the collateral, icurrent economic
trends, historical losses, workout and collective arrangements, and possible ‘concentrations of:
credit. The loan review process also includes a collective evaluation of credit quality within the
mortgage and installment loan portfolios. In establishing the allowance, loss percentages are
applied to groups of loans with similar risk characteristics. These loss percentages are
determined by historical experience, portfolio mix, regulatory influence, and other economic
factors. Each month this review is quantified in a report to management, which uses it to
determine whether an appropriate allowance is being maintained. This report is then submitted

to the Board of Directors monthly.

Changes in the allowance can result from changes in economic events or changes in the
creditworthiness of the borrowers. The effect of these changes is reflected when known.
Though management believes the allowance for loan losses to be adequate, ultimate losses may
vary from estimations. Specific allowances for impaired loans are generally based on
comparisons of the carrying values of the loans to the estimated fair value of the collateral.

Impaired loans (generally considered to be nonperforming loans, excluding residential
mortgages and other homogeneous loans) are measured based on the present value of expected
future cash flows discounted at each loan’s original effective interest rate. As a practical
expedient, impairment is measured based on the loan’s observable market price or the fair value
of the collateral if the loan is collateral dependent. When the measure of the impaired loan is less
than the recorded investment of the loan, the impairment is recorded through a valuation
allowance. :

12 | |




The Company ceases accrual of interest on a loan when payment on the loan is in excess
of 90 days past due. Income is subsequently recognized only to the extent that cash payments are
received until, in management’s judgment, the borrower’s ability to make periodic interest and
principal payments has been reestablished, in which case the loan is returned to accrual status.

Recent Accounting Pronouncements

In July 2002, the Financial Accounting Standards Board (“FASB”) issued Statement of
Financial Accounting Standards (“SFAS”) No. 146, Accounting for Costs Associated with Exit or
Disposal Activities. This statement requires companies to recognize costs associated with exit or
disposal activities when they are incurred rather than at the date of a commitment to an exit or
disposal plan. Examples of costs covered by the standard include lease termination costs and
certain employee severance costs that are associated with a restructuring, discounted operation,
plant closing, or other exit or disposal activity. Adoption of this statement did not have a material
impact on the Company’s consolidated financial position or results of operations.

In October 2002, the FASB issued SFAS No. 147, Acquisitions of Certain Financial
Institutions. This statement removes acquisitions of financial institutions from the scope of both
SFAS No. 72, Accounting for Certain Acquisitions of Banking and Thrift Institutions, and FASB
Interpretation (FIN) No. 9, Applying APB Opinion No. 16 and 17 When a Savings and Loan
Association or a Similar Institution is Acquired in a Business Combination Accounted for by the
Purchase Method, and requires that those transactions be accounted for in accordance with SFAS
No. 141, Business Combinations, and SFAS No. 142, Goodwill and Other Intangible Assets. The
adoption of this statement during 2003 did not have a material impact on the Company’s
consolidated financial position or result of operations.

In April 2003, the FASB issued SFAS No. 149, Amendment of Statement 133 on
Derivative Instruments and Hedging Activities. The statement amends and clarifies accounting
for derivative instruments, including certain derivatives instruments embedded in other contracts,
and for hedging activities under SFAS No. 133, Accounting for Derivative Instruments and
Hedging Activities. This statement is effective for contracts entered into or modified after
June 30, 2003 and for hedging relationships designated after June 30, 2003. The adoption of this
statement is not expected to have a material impact on the Company’s financial position or
results of operations.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity. This Statement establishes
standards for how an issuer classifies and measures certain  financial instruments with
characteristics of both liabilities and equity. It requires that an issuer classify a financial
instrument that is within its scope as a liability (or an asset in some circumstances). Many of
those instruments were previously classified as equity. This statement is effective for financial
instruments entered into or modified after May 31, 2003, and otherwise is effective at the
beginning of the first interim period beginning after June 15, 2003. The adoption of this
Statement is not expected to have a material impact on the Company’s financial position or
results of operations. ’
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In November 2002, The FASB issued FIN 45, Guarantor’s Accounrmg Disclosure
Requirements for Guarantees, Including Indirect Guarantee of Indebtedness of Others, which
elaborates on the disclosure to be made by a guarantor in its interim and annual financial
statements about its obhgatlons under certain guarantees that it has issued. It also clarifies that a
guarantor is required to recogmze at the inception of the guarantee, a liability for the fair value
of the obligation undertaken in issuing the guarantee. The effects of this Interpretatlon did not

have a material impact on the consolidated financial statements. ‘

In January 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities,
which clarifies the application of Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, to certain entities (called variable interest “entities) iin which equity
investors do not have the characteristics of controlling financial interest or do not have sufficient
equity at risk for the entity to finance its activities without additional subordlnated financial
support from other parties. Management is currently assessing the impact of FIN 46, and does
not expect this interpretation to have any impact to the consolidated financial statements.
Adoption of the disclosure requirements of FIN 46 did not have a material impact on the
consolidated financial statements.

Forward-Looking Statements

Management’s discussion and analysis includes certain forward-looking stitements
addressing, among other things, the Company’s prospects for eamnings, asset growth and net
interest margin. Forward-looking statements are accompanied by, and identified with, such
terms as “anticipates,” “believes,” “expects,” “intends,” and similar phrases. Management’s
expectations for the Company’s future involve a number of assumptions and estimates. Factors
that could cause actual results to differ from the expectations expressed herein include:
substantial changes in interest rates, and changes in the general economy; and changes in the
Bank’s strategies for credit-risk management, interest-rate risk management and investment
activities. Accordingly, any forward-looking statements included herein do not purport to be
predictions of future events or circumstances and may not be realized.

Changes in Certifying Accountant

Effective July 23, 2002, the Company dismissed its independent accountants, Arthur
Andersen LLP (“Andersen”), and appointed KPMG LLP (“KPMG”) as its new independent
accountants. This determination followed the Company’s decision to seek proposals from
independent accountants to audit the Company’s financial statements for the fiscal year ended
June 30, 2002. The decision to dismiss Andersen and to retain KPMG was approved by the
Company’s Board of Directors upon the recommendation of its Audit Committee. Andersen’s
report on the Company’s 2001 financial statements was issued in August 2001, in conjunction
with the filing of the Company’s Annual Report on Form 10-KSB for the ﬁscal year ended June
30, 2001.

During the Company’s fiscal years ended June 30, 2001 and 2000, and the subsequent

interim period through July 23, 2002, there were no disagreements between the Company and
!
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Andersen on any matter of accounting principles or practices, financial statement disclosure, or
auditing scope or procedures, which disagreements, if not resolved to Andersen’s satisfaction,
would have caused Andersen to make reference to the subject matter of the disagreement in
connection with its reports.

The audit reports of Andersen on the consolidated financial statements of the Company
and subsidiaries as of and for the fiscal years ended June 30, 2001 and 2000 did not contain any
adverse opinion or disclaimer of opinion, nor were they qualified or modified as to uncertainty,
audit scope, or accounting principles. '

During the Company’s fiscal years ended June 30, 2001 and 2000, and the subsequent
interim period through July 23, 2002, the Company did not consult with KPMG regarding any of
the matters or events set forth in Item 304(a) (2)(i) and (i1) of Regulation S-B.

The Company requested Andersen to furnish a letter addressed to the Board of Directors

of the Company stating whether Andersen agrees with the above statements. The Company was
informed that Andersen was no longer providing such letters.
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Suite 1800 SouthTrust Tower ;
420 20th Street North |
Birmingham, AL 35203

Independent Auditors’ Report

The Board of Directors
The Southern Banc Company, Inc.:

We have audited the accompanying consolidated statements of financial condition of The Southern Banc
Company, Inc. (a Delaware corporation) and subsidiaries as of June 30, 2003 and 2002, and the related
consolidated statements of income, stockholders’ equity, and cash flows for the years then ended. These
consolidated financial statements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these consolidated financial statements based on our audits. -

|
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits prov1de a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fafrly, in all material
respects, the financial position of The Southern Banc Company, Inc. and subsidiaries as of June 30, 2003
and 2002, and the results of their operations and their cash flows for the years then ended in conformity
with accounting principles generally accepted in the United States of America.

KP e LEP |

August 6, 2003

i
i

l.l KPMG LLP KPMG LLP a U.S. limited liabifity partnership, is |

a mernber of KPMG Internationa!, a Swiss association. I
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Cash and cash equivalents:
Cash on hand and in other banks

Interest—bearing deposits in other banks

Securities available for sale, at fair value

THE SOUTHERN BANC COMPANY, INC.

Consolidated Statements of Financial Condition

Assets

June 30, 2003 and 2002

Total cash and cash equivalents

Securities held to maturity (fair value of $7,714,264 and

$12,178,417, respectively)
Federal Home Loan Bank stock

Loans held for sale
Loans receivable, net

Accrued interest and dividends receivable
Premises and equipment, net

Prepaid expenses and other assets

Deposits

Total assets

Liabilities and Stockholders’ Equity

Federal Home Loan Bank advances
Other liabilities

Total liabilities

Commitments and contingencies

Stockholders’ equity:
Preferred stock, par value $0.01 per share. Authorized 500,000
shares; no shares issued and outstanding
Common stock, par value $0.01 per share. Authorized 3,500,000
shares; issued 1,454,750 shares in 2003 and 2002
Additional paid-in capital
Retained earnings
Unearned compensation
Shares held in trust, at cost, 65,738 shares in 2003 and 2002
Treasury stock, at cost, 493,252 and 448,252 shares
in 2003 and 2002, respectively
Accumulated other comprehensive income

Total stockholders’ equity

Total liabilities and stockholders’ equity

See accompanying notes to consolidated financial statements.
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2003 2002
4,052,175 2,533,710
5,340,770 4,995,659
9,392,945 7,529,369

53,722,625 53,753,006
7,214,938 11,527,430
886,000 1,448,800
50,000 —
38,917,607 34,514,563
482,959 585,550
506,776 530,022
526,985 112,954
111,700,835 110,001,694
84,357,309 81,557,160
7,750,000 9,583,333
727,748 517,298
92,835,057 91,657,791
14,548 14,548
13,818,230 13,761,758
11,082,024 10,497,569
(156,495) (245,469)
(852,141) (852,141) -
(6,182,391) (5,642,391)
1,142,003 810,029
18,865,778 18,343,903
111,700,835 110,001,694




THE SOUTHERN BANC COMPANY, INC.
Consolidated Statements of Income
Years ended June 30, 2003 and 2002

i

2003 | 2002
Interest income: :
Interest and fees on loans $ 2,373,829 2,580,604
Interest and dividends on securities available for sale 2,791,547 2,602,757
Interest and dividends on securities held to maturity 657,143 1,022,195
~  Other interest income 67,967 93,267
Total interest income 5,890,486 6,298,823
Interest expense: \
Interest on deposits 2,518,249 3,356,408
Interest on borrowed funds 380,404 209,747
Total interest expense 2,898,653 3,566,155
Net interest income before provision for loan losses 2,991,833 2,732,668
Provision for loan losses 13,000 27,000
Net interest income after provision for loan losses 2,978,833 2,705,668
Noninterest income: ‘
Customer service fees 156,651 139,788
Gain on sale of available for sale securities 353,929 41,517
Other income 13,154 1,782
Total noninterest income 523,734 183,087
Noninterest expense: ‘
Salaries and employee benefits 1,109,80"6 1,048,936
Data processing expense 201,782 186,982
Professional service expense 186,650 164,163
Office building and equipment expense 93,454 83,913
Other expense 420,626 369,096
Total noninterest expense 2,012,3 1?8 1,853,090
Income before provision for income taxes 1,490,249 1,035,665
Provision for income taxes 595,787 402,723
Net income $ 894,462 632,942
Earnings per share: |
Basic $ 1.02 0.69
Diluted 1.00 0.69
Average shares outstanding — basic 876,172 911,123
Average shares outstanding — diluted 913,011

See accompanying notes to consolidated financial statements.
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THE SOUTHERN BANC COMPANY, INC. i
Consolidated Statements of Cash Flows |

Years ended June 30, 2003 and 2002

2003 j 2002

Cash flows from operating activities:
Net income $ 894,462 632,942
Adjustments to reconcile net income to net cash provided by i

operating activities: ;
|

Depreciation 58,143 49,151
Amortization (accretion), net 190,420 } (13,698)
Amortization of intangible asset 18,419 ‘ 21,309
Amortization of unearned compensation 145,446 ; 120,141
Provision for loan losses - 13,000 | 27,000
Deferred income tax provision (benefit) 64,816 | (9,582)
Gain on loans held for sale (53,248) ‘ (19,433)
Proceeds from sale of loans held for sale 3,371,925 1,875,433
Loans originated for sale (3,368,677) ‘ (1,856,000)
Gain on sale of available for sale securities (353,929) 41,517)
Change in assets and liabilities: 7
Decrease in accrued interest and dividends receivable 102,591 | 14,489
(Increase) decrease in prepaid expenses and other assets (432,450) 150,143
Decrease in other liabilities (25,383) (71,596)
Net cash provided by operating activities 625,535 | 878,782
Cash flows from investing activities: ‘
Purchase of securities available for sale : (33,154,397) | (38,307,337)
Proceeds from maturities and principal payments on securities 1
available for sale 22,872,040 14,667,989
Proceeds from sales of securities available for sale 10,965,222 6,751,969
Proceeds from maturities and principal payments on securities i
held to maturity 4,326,508 ‘ 5,999,821
Sale (purchase) of Federal Home Loan Bank stock 562,800 | (724,400)
Loan (originations) repayments, net (4,416,044) 3,045,225
Capital expenditures, net (34,897) (113,189)
Net cash provided by (used in) investing activities 1,121,232 i (8,679,922)
Cash flows from financing activities: ‘
Purchase of treasury stock (540,000) f —
Federal Home Loan Bank (repayments) advances (1,833,333) | 9,583,333
Cash dividends paid (310,007) ¢ (321,759)
Increase in deposits, net 2,800,149 § 1,714,376
Net cash provided by financing activities 116,809 . 10,975,950
Net increase in cash and cash equivalents 1,863,576 ; 3,174,810
Cash and cash equivalents, beginning of year 7,529,369 ] 4,354,559
Cash and cash equivalents, end of year 3 9,392,945 7,529,369
Supplemental cash flow information: |
Cash paid during the period for: i
Income taxes, net of refund received , $ 554,524 291,000
Interest 2,915,506 3,536,181

See accompanying notes to consolidated financial statements. |
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THE SOUTHERN BANC COMPANY, INC.
Notes to Consolidated Financial Statements
June 30, 2003 and 2002

Organization and Summary of Significant Accounting Policies

(a)

(b)

(©

Organization, Nature of Operations, and Principles of Consolidation

The Southern Banc Company, Inc. (the Company) was incorporated in the State of Delaware in
May 1995, for the purpose of becoming a holding company to own all of the outstanding capital
stock of The Southern Bank Company (the Bank), formerly First Federal Savings and Loan
Association of Gadsden, upon the Bank’s conversion from a federally chartered mutual savings
association to a federally chartered stock savings association (the Conversion). The accompanying
consolidated financial statements include the accounts of the Company and its two wholly owned
subsidiaries, the Bank and First Service Corporation. All significant intercompany balances and
transactions have been eliminated in consolidation.

The Bank is primarily engaged in the business of obtaining funds in the form of various savings
deposit products and investing those funds in mortgage loans or single family real estate and, to a
lesser extent, in consumer loans. The Bank operates from its four offices in the northeast portion of
Alabama and originates the majority of its loans in this market area.

Use of Estimates

The accounting principles and reporting policies of the Company, and the methods of applying these
principles, conform with accounting principles generally accepted in the United States of America
(GAAP) and with general practices within the thrift industry. In preparing the consolidated financial
statements, management is required to make estimates and assumptions that affect the reported
amounts of assets and liabilities as of the date of the consolidated statement of financial condition
and income and expense for the period. Actual results could differ significantly from those estimates.
A material estimate that is particularly susceptible to significant changes in the near term is the
determination of the allowance for loan losses. A substantial portion of the Company’s loans are
secured by real estate in its primary market area. Accordingly, the ultimate collectibility of a
substantial portion of the Company’s loan portfolio is susceptible to changes in economic conditions
in the Company’s primary market area.

Securities

Securities have been classified as either available for sale or held to maturity based on management’s
intentions at the time of purchase. Securities classified as available for sale are carried at fair value.
The unrealized difference between amortized cost and fair value on securities available for sale is
excluded from earnings and is reported, net of deferred taxes, as a separate component of
stockholders’ equity. The available for sale classification includes securities that management
intends to use as part of its asset/liability management strategy or that may be sold in response to
changes in interest rates, liquidity needs, or for other purposes.

Securities designated as held to maturity are carried at amortized cost, as the Company has both the
ability and the positive intent to hold these securities to maturity.

Federal Home Loan Bank stock is carried at cost, as there is no readily available market for this
stock.
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THE SOUTHERN BANC COMPANY, INC.

Notes to Consolidated Financial Statements
June 30, 2003 and 2002

Amortization of premiums and accretion of discounts on mortgage—backed securltles and other
investments are computed using the level yield method. The adjusted cost of the specific security
sold is used to compute gain or loss on the sale of securities.

Loans and Allowance for Loan Losses |

Loans originated and intended for sale in the secondary market are carried at the lower of cost or
estimated fair value in the aggregate. Net unrealized losses, if any, are recognized through a
valuation allowance by charges to income. All loans sold in the secondary market are sold servicing
released. Loans held for sale at June 30, 2003 totaled $50,000. !

Loans receivable are stated at unpaid principal balances, less the allowance for ldan losses, discounts
on loans, unearned interest income, and net deferred loan fees/costs. Unearned interest income on
consumer loans is amortized to income by use of a method which approxnmates level yield over the
lives of the related loans. :

The allowance for loan losses is established through a provision charged to earnings when losses are
estimated to have occurred. Loan losses are charged against the allowance when the loss is
recognized. Subsequent recoveries, if any, are credited to the allowance. !

The allowance for loan losses is maintained at a level which management considers adequate to
absorb losses inherent in the loan portfolio at each reporting date. To serve as a basis for establishing
the allowance each quarter, the Bank maintains an extensive credit risk monitoring process that
considers several factors including: current economic conditions affecting the Bank’s customers, the
payment performance of individual large loans and pools of homogeneous small loans, distribution
of loans by risk class, portfolio seasoning, changes in collateral values, and detailed reviews of
specific large loan relationships. Though management believes the allowance for loan losses is
adequate, ultimate losses may vary from estimates; however, estimates are reviewed periodically
and, as adjustments become necessary, they are reported in earnings in the periods in which they
become known. ‘

Impaired loans (generally considered to be nonperforming loans, excluding residential mortgages
and other homogeneous loans) are measured based on the present value of expected future cash
flows discounted at each loan’s original effective interest rate. As a practical expedient, impairment
is measured based on the loan’s observable market price or the fair value of the collateral if the loan
is collateral dependent. When the measure of the impaired loan is less than the recorded investment
of the loan, the impairment is recorded through a valuation allowance. The Company had no loans
designated as impaired at either June 30, 2003 or 2002.

The Company ceases accrual of interest on a loan when payment on the loan is in excess of 90 days
past due. Income is subsequently recognized only to the extent that cash payments are received until,
in management’s judgment, the borrower’s ability to make periodic interest and: principal payments
has been reestablished, in which case the loan is returned to accrual status. ‘

The Company enters into interest rate locks, where customers have locked mto mortgages at a set

interest rate, and forward sales commitments, which are sales of mortgage loans to third parties at a

specified price. These interest rate locks and forward sales commitments qualify as derivatives;
i
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THE SOUTHERN BANC COMPANY, INC.
Notes to Consolidated Financial Statements
June 30, 2003 and 2002

however, the change in fair value of these derivatives during the year did not have a material impact
on the Company’s financial position or results of operations.

Loan Origination Fees and Related Costs and Discounts

Loan fees and certain direct costs of loan origination are deferred, and the net fee or cost is
recognized as an adjustment to interest and fees on loans in the accompanying consolidated
statements of income using the level yield method over the contractual life of the loans. Discounts
associated with loans purchased are deferred and accreted to income over the contractual life of the
loans using the level yield method.

Premises and Equipment

Land is reported at cost. Building, furniture and equipment, and automobiles are stated at cost, less
accumulated depreciation. Leasehold improvements are amortized using the straight-line method
over the shorter of the estimated lives or the applicable lease periods. Depreciation methods and
estimated service lives are as follows:

Building and improvements 10-40 years Accelerated/Straight-line
Leasehold improvements 10 years Straight-line

Furniture and equipment 5-20 years Accelerated/Straight-line
Automobile 3 years Straight-line

Core Deposit Premium

At June 30, 2003 and 2002, core deposit premiums were $12,115 and $30,534, respectively, net of
accumulated amortization of $332,226 and $313,807, respectively. Core deposit premiums are being
amortized over a period of ten years using an accelerated method. Amortization of core deposit
premiums was $18,419 and $21,309 in fiscal years 2003 and 2002, respectively.

Stock Based Compensation

In December 2002, the Financial Accounting Standard Board (FASB) issued Statement of Financial
Accounting Standards (SFAS) No. 148, Accounting for Stock-Based Compensation — Transition
and Disclosure, which provides alternative methods of transition for a voluntary change to the fair
value based method of accounting for stock-based compensation. In addition, this statement amends
the disclosure requirements of SFAS No. 123, Accounting for Stock—Based Compensation, to require
prominent disclosures in both annual and interim financial statements about the method of
accounting for stock-based employee compensation and the effect of the method used on reported
results. Finally, this statement amends Accounting Principles Bulletin (APB) Opinion 28, Interim
Financial Reporting, to require disclosure about those effects in interim financial information. The
effect of implementing this statement on the Company’s consolidated financial statements was not
material.

The Company applies APB Opinion 25, Accounting for Stock Issued to Employees, and related
interpretations in accounting for employee stock compensation plans and, accordingly, does not
recognize compensation cost for stock options granted when the option price is greater than or equal
to the underlying stock price. This accounting method is referred to as the intrinsic value method.
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THE SOUTHERN BANC COMPANY, INC. |
Notes to Consolidated Financial Statements
June 30, 2003 and 2002

|
The Company follows the pro—forma disclosures of SFAS No. 23, as amended by SFAS No. 148,
using the fair value method of accounting for stock-based compensation. |

If the Company had elected to recognize compen’sation cost for options based on the fair value of the
options as permitted by SFAS No. 123, net income and earnings per share would have been reduced
to the pro forma amounts indicated below:

[
2003 1 2002
Net income:

As reported $ 894,462 | 632,942
Less stock based compensation expense (1,378) ‘ (2,906)
Pro forma $ 893,084 630,036

Earnings per share: ‘

As reported: 1
Basic $ 1.02 0.69
Diluted 1.00 0.69

Pro forma: [
Basic 1.02 0.69

Diluted 1.00 0.69

Statements of Cash Flows |

|
The Company considers cash on hand and in other banks and mterest—bearmg deposits in other
banks to be cash and cash equivalents. : |

Recent Accounting Pronouncements 1
In July 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or
Disposal Activities. This statement requires companies to recognize costs associated with exit or
disposal activities when they are incurred rather than at the date of a commitment to an exit or
disposal plan. Examples of costs covered by the standard include lease termination costs and certain
employee severance costs that are associated with a restructuring, discounted operation, plant
closing, or other exit or disposal activity. Adoption of this statement did not have a material impact
on the Company’s consolidated financial position or results of operations. :

|
In October 2002, the FASB issued SFAS No. 147, Acquisitions of Certain Financial Institutions.
This statement removes acquisitions of financial institutions from the scope of both SFAS No. 72,
Accounting for Certain Acquisitions of Banking and Thrift Institutions, and FASB Interpretation
(FIN) No. 9, Applying APB Opinion No. 16 and 17 When a Savings and Loan Association or a
Similar Institution is Acquired in a Business Combination Accounted for by the Purchase Method,
and requires that those transactions be accounted for in accordance with SFAS No. 141, Business
Combinations, and SFAS No. 142, Goodwill and Other Intangible Assets. The adoptlon of this
statement during 2003 did not have a material impact on the Company’s consolldated financial
position or result of operations.
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In April 2003, the FASB issued SFAS No. 149, Amendment of Statement 133 on Derivative
Instruments and Hedging Activities. The statement amends and clarifies accounting for derivative
instruments, including certain derivatives instruments embedded in other contracts, and for hedging
activities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities. This
statement is effective for contracts entered into or modified after June 30, 2003 and for hedging
relationships designated after June 30, 2003. The adoption of this statement is not expected to have a
material impact on the Company’s financial position or results of operations.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity. This Statement establishes standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and
equity. It requires that an issuer classify a financial instrument that is within its scope as a liability
(or an asset in some circumstances). Many of those instruments were previously classified as equity.
This statement is effective for financial instruments entered into or modified after May 31, 2003, and
otherwise is effective at the beginning of the first interim period beginning after June 15, 2003. The
adoption of this Statement is not expected to have a material impact on the Company’s financial
position or results of operations. ’

In November 2002, The FASB issued FIN 45, Guarantor’s Accounting Disclosure Requirements for
Guarantees, Including Indirect Guarantee of Indebtedness of Others, which elaborates on the
disclosure to be made by a guarantor in its interim and annual financial statements about its
obligations under certain guarantees that it has issued. It also clarifies that a guarantor is required to
recognize, at the inception of the guarantee, a liability for the fair value of the obligation undertaken
in issuing the guarantee. The effects of this Interpretation did not have a material impact on the
consolidated financial statements.

In January 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities, which
clarifies the application of Accounting Research Bulletin (ARB) No. 51, Consolidated Financial
Statements, to certain entities (called variable interest entities) in which equity investors do not have
the characteristics of controlling financial interest or do not have sufficient equity at risk for the
entity to finance its activities without additional subordinated financial support from other parties.
Management is currently assessing the impact of FIN 46, and does not expect this interpretation to
have any impact to the consolidated financial statements. Adoption of the disclosure requirements of
FIN 46 did not have a material impact on the consolidated financial statements.
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Securities Available for Sale

The amortized cost, gross unrealized gain and loss, and estimated fair value of securmes designated as
available for sale are summarized as follows:

U.S. Government agency

securities
Mortgage-backed securities
Other

U.S. Treasury securities
U.S. Government agency

securities
Mortgage-backed securities
Other

June 30, 2003
Gross Gross
Amortized unrealized unrealized
cost gain (loss)! Fair value
$ 4,415,929 255,911 ‘— 4,671,840
47,706,152 1,328,937 (1,020) 49,034,069
16,716 — l— 16,716
$ 52,138,797 1,584,848 (1,020) 53,722,625
June 30,2002
Gross Gross
Amortized unrealized unrealized
cost gain (loss) Fair value
$ 1,498,320 29,180 |— 1,527,500
7,950,587 190,378 (7,123) 8,133,842
43,206,546 884,438 (16,036) 44,074,948
16,716 — - 16,716
$ 52,672,169 1,103,996 53,753,006

(23,159)

The amortized cost and estimated fair value of debt securities available for sale by contractual maturity are
shown below. Expected maturities may differ from contractual maturities because issuers may have the

right to call or prepay obligations with or without call or prepayment penalties. |

Due in one year or less

Due after one year through five years
Due after five years through ten years

Due after ten years

Mortgage-backed securities
Other

26

June 30, 2003

“Amortized cost —__Fair value
$ 500,000 500,940
1,152,757 1,219,306
2,044,736 2,140,940
718,436 810,654
4,415,929 4,671,840
47,706,152 49,034,069
16,716 16,716

$ 52,138,797

53,722,625




©)]

THE SOUTHERN BANC COMPANY, INC.
Notes to Consolidated Financial Statements
June 30, 2003 and 2002

Proceeds from sales of available for sale securities were $10,965,222 and $6,751,969 in 2003 and 2002,
respectively. Gross gains of $353,929 and $42,803 and gross losses of $0 and $1,286 were realized on
these sales in 2003 and 2002, respectively.

Securities designated as available for sale with carrying values (fair values) of $1,945,180 have been
pledged as collateral for certain large deposits (public funds) with an aggregate balance of $1,325,000 at
June 30, 2003.

Securities Held to Maturity

The amortized cost, gross unrealized gain and loss, and estimated fair value of securities designated as held
to maturity are summarized as follows:

June 30, 2003
Gross Gross
Amortized unrealized unrealized
cost gain (loss) Fair value
U.S. Government agency securities $ 101,110 7,204 — 108,314
Mortgage-backed securities 7,113,828 492,122 — 7,605,950
$ 7,214,938 499,326 — 7,714,264
June 30, 2002
Gross Gross
Amortized unrealized unrealized
cost gain (loss) Fair value
U.S. Government agency securities $ 1,832,751 78,278 — 1,911,029
Mortgage-backed securities 9,694,679 572,710 1) 10,267,388
5 11,527,430 650,988 1) 12,178,417

The amortized cost and estimated fair value of debt securities held to maturity by contractual maturity are
shown below. Expected maturities may differ from contractual maturities because issuers may have the
right to call or prepay obligations with or without call or prepayment penalties.

June 30, 2003
~Amortized cost ____ Xair value

Due in one year or less $ — —
Due after one year through five years 101,110 108,314
Due after five years through ten years — —
Due after ten years —_ —
101,110 108,314

Mortgage-backed securities 7,113,828 7,605,950
$ 7,214,938 7,714,264
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(4) Loans Receivable, Net

Loans receivable are summarized as follows:

June 30
2003 2002

Mortgage loans: ;
Secured by one-to-four family residential properties $ 30,680,390 27,888,220
Secured by nonresidential properties 451,000 | 140,000
Consumer loans 7,260,937 | 5,581,876
Savings account loans 812,500 ; 1,023,632
Commercial loans 179,384 ‘ 186,540
39,384,211 34,820,268

Less:
Unearned interest income 359,599 ‘ 287,875
Deferred loan costs, net (32,568) (115,403)
Allowance for loan losses 139,573 133,233

Loans receivable, net $ 38,917,607 34,514,563

|
Loans secured by one—to—four family residential properties include second mortgage loans on properties
for which the Bank holds the first mortgage. The proceeds on these second mortgage loans were used for
improvements and consumer purposes.
I
As a savings and loan institution, the Bank has a credit concentration in residential real estate mortgage
loans. Substantially all of the Bank’s customers are located in its trade area of Etowah, Marshall, and
Cherokee Counties in Alabama. Although management believes that the Bank has generally conservative
underwriting standards, including a collateral policy of low loan to collateral values, the ability of its
borrowers to meet their residential mortgage obligations is dependent upon local economic conditions.

In the normal course of business, loans are made to officers, directors, and employees of the Company and
the Bank. These loans are made on substantially the same terms, including interest rates and collateral, as
those prevailing for comparable transactions with others. As of June 30, 2003 and 2002, $303,207 and
$298,745, respectively, of these loans were outstanding. The change from June 30, 2002 to June 30, 2003
reflects payments amounting to $29,038 and advances of $33,500 made during the year.

An analysis of the Company’s allowance for loan losses is as follows: r

Years ended June 30
2003 2002
Balance, beginning of year $ 133,233; 123,276
Provision for loan losses 13,000; 27,000
Charge-offs (6,660) (17,043)
Balance, end of year $ 139,573 133,233
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At June 30, 2003 and 2002, nonaccrual loans totaled $100,601 and $48,866, respectively. Neither cash
income recognized nor interest income foregone on nonaccrual loans was significant for fiscal years 2003
and 2002, respectively.

(5) Accrued Interest and Dividends Receivable

Accrued interest and dividends receivable is summarized as follows:

June 30
2003~ pA| (1) A—
Securities available for sale ’ $ 290,416 346,067
Securities held to maturity 42,854 68,332
Loans receivable, net 140,252 152,188
Federal Home Loan Bank stock 9,437 18,963
$ 482,959 585,550
(6) Premises and Equipment, Net
Premises and equipment are summarized as follows:
June 30
2003 2002
Land $ 340,486 340,486
Building and improvements 465,752 421,030
Leasehold improvements 11,390 44,161
Furniture, fixtures, and equipment 377,040 645,976
1,194,668 1,451,653
Less accumulated depreciation and leasehold amortization (687,892) (921,631)

$ 506,776 530,022

Depreciation and leasehold amortization expense charged to office building and equipment expense in
2003 and 2002 totaled approximately $58,143 and $49,151, respectively.
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(7). Deposits
Deposits are summarized as follows:

June 30, 2003 June 30, 2002

Amount Percent "Amount Fercent
Demand, NOW, and money market ‘
accounts, including non-interest (
bearing deposits of $395,568 and
$229,158 at June 30, 2003 and 2002, j
respectively $ 9,430,503 11.18% 8,489,529 . 10.41%
Passbook savings 9,247,684 10.96% 7,954,452 9.75%
18,678,187 22.14% 16,443,981 20.16%
Certificates of deposit: ‘
0.01 —2.00% interest rate 13,949,297 16.54% 1,812,832 2.22%
2.01 - 4.00% interest rate 42,475,925 50.35% 40,311,785 49.43%
4,01 - 6.00% interest rate 8,574,471 - 10.16% 13,862,214 17.00%
6.01 — 8.00% interest rate 679,429 0.81% 9,126,348 o 11.19%
65,679,122 77.86% 65,113,179 79.84%
$ 84,357,309 100.00% 81,557,160 100.00%

The aggregate amount of jumbo certificates of deposit with a minimum denorhination of $100,000 was
$13,414,360 and $13,202,887 at June 30, 2003 and 2002, respectively. ‘,

At June 30, 2003, the scheduled maturities of time deposits are as follows: |
2004 $ 41,863,353

2005 9,791,723
2006 6,008,468
2007 7,650,059
2008 365,519

Total $ 65,679,122

!
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Interest expense on deposits consisted of the following;

Years ended June 30
2003 2002
Passbook savings $ 105,361 147,796
NOW and money market accounts 131,846 144,040
Certificates of deposit 2,281,042 3,064,572
$ 2,518,249 3,356,408

(8) Income Taxes

The provision (benefit) for income taxes for the periods indicated is summarized as follows:

Years ended June 30
2003 2007
Current provision:
Federal $ 469,184 367,646
State 61,787 44,659
530,971 412,305
Deferred provision (benefit) 64,816 (9,582)
$ 595,787 402,723

The differences between the provision for income taxes and the amount computed by applying the
statutory federal income tax rate of 34% to income before taxes were as follows:

Years ended June 30
2003 2002

Pretax income at statutory rates $ 506,685 351,266
Add:

State income tax, net of federal tax benefit 45,283 42,474

Other, net 43,819 8,983

$ 595,787 402,723

Effective tax rate 40% 39%
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The components of the net deferred tax asset or liability at June 30, 2003 and 20?2 were as follows:

June 30
— 2003 2002

Amortization of intangibles $ 74,665 79,119
Allowance for loan losses, net 68,415 65,822
Accruals for employee benefit plans 89,457 93,816
Other 3,150 ‘ 2,389

Deferred tax asset 235,687 241,146
Depreciation (20;197) (16,240)
Federal Home Loan Bank stock dividend (57,369) (59,368)
Accretion of discount on securities (221,388) (193,201)
Deferred loan fees and costs, net (117,054) (88,362)
Other (520) —
Unrealized net gain on securities available for sale (472,072) (301,055)

Deferred tax liability (888,600) (658,226)

Net deferred tax liability $ (652,913) (417,080)

The portion of a thrift’s tax bad debt allowance that was not recaptured under the provisions of the Small
Business Job Protection Act of 1996 is only subject to recapture at a later date under certain circumstances.
These circumstances include stock repurchases and redemptions by the thrift or conversion of the thrift to a
type of institution (such as a credit union) that is not considered a bank for tax purposes. However, no
further recapture would be required if the thrift converted to a commercial bank charter or was acquired by
a bank. The Bank does not anticipate engaging in any transactions at this time that would require the
recapture of its pre—-1988 tax bad debt allowance of approximately $2.8 million.

Federal Home Loan Bank Advances |

Federal Home Loan Bank advances at June 30, 2003 consisted of the following::

4.03% note payable, due March 19, 2004 ‘ 3 1,000,000
5.22% note payable, due March 20, 2006 | 2,000,000
4.08% note payable, due October 17, 2007 ? 1,731,320
4.16% note payable, due October 17, 2007 ; 2,018,680
5.72% note payable, due March 19, 2008 _ | 1,000,000

| $ 7,750,000

The Federal Home Loan Bank notes are payable to the Federal Home Loan Bank of Atlanta and are
secured by the Federal Home Loan Bank stock owned by the Bank with a carrying value of $886,000, as
well as a pledge of certain securities with a carrying value of $17,021,348 at June 30, 2003. Interest rates
on the notes are fixed and interest is payable monthly. Principal on the notes is payable at maturity or in
semiannual principal reductions until maturity. !
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Scheduled principal payments required for Federal Home Loan Bank advances are as follows:

2004 $ 1,000,000
2005 _
2006 2,000,000
2007 _
Thereafter 4,750,000

§ 7,750,000

(10) Commitments and Contingencies

(@)

(b

(©

(d

Leases

The Company has operating lease agreements for its branch offices. Rental expense under these
leases aggregated $7,364 and $7,843 for fiscal years 2003 and 2002, respectively. The aggregate
annual minimum rental commitments under the terms of all noncancelable leases at June 30, 2003
are as follows:

Amount
Fiscal year:

2004 $ 7,200
2005 600
2006 _ —
2007 —_

$ 7,800

Off—-Balance-Sheet Items

The Company’s policies as to collateral and assumption of credit risk for off~balance sheet items are
essentially the same as those for extension of credit to its customers. Generally, the off-balance sheet
exposures the Bank has are its commitments to fund unused lines of credit. At June 30, 2003, the
Company had approximately $2.6 million in outstanding commitments to originate residential real
estate loans. Additionally, at June 30, 2003, the Bank had provided approximately $980,839 in
unused lines of credit.

Litigation

-The Company is a party to litigation and claims arising in the normal course of business.

Management, after consultation with legal counsel, believes that the liabilities, if any, arising from
such litigation and claims will not be material to the consolidated financial statements.
Stock Conversion

On October 35, 1995, the Conversion of the Bank from a Federally—chartered mutual institution to a
Federally—chartered stock savings association through amendment of its charter and issuance of
common stock to the Company was completed. Related thereto, the Company sold 1,454,750 shares
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of common stock, par value $0.01 per share, at an initial price of $10 per share in subscription and
community offerings. Costs associated with the Conversion were approxxmately $880,000, including
underwriting fees. These conversion costs were deducted from the gross proceeds of the sale of the
common stock. In connection with the Offering, the Bank established a liquidation account in an
amount equal to its regulatory capital as of the latest practicable date prior to consummation of the
Offering. j

(11) Stockholders’ Equity

(@)

Regulatory Matters j

The Bank is subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possibly
additional discretionary actions by regulators that, if undertaken, could have a direct material effect
on the Bank’s financial statements. Under capital adequacy guidelines and the regulatory framework
for prompt corrective action, the Bank must meet specific capital guidelines that involve quantitative
measures of the Bank’s assets, liabilities, and certain off-balance sheet items as calculated under
regulatory accounting practices. The Bank’s capital amounts and classifications are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to
maintain minimum amounts and ratios (set forth in the table which follows) of Total and Tier 1
capital (as defined in the regulations) to risk-weighted assets (as defined), and of Tier 1 capital
(as defined) to average assets (as defined). Management believes, as of June 30, 2003 and 2002, that
the Bank meets all capital adequacy requirements to which it is subject. ‘

As of June 30, 2003 and 2002, the most recent notification from the regulatory authorities
categorized the Bank as well capitalized under the regulatory framework for prompt corrective
action. To be categorized as well capitalized, the Bank must maintain minimum Total risk—based,
Tier 1 risk—based, and Tier 1 leverage ratios as set forth in the tables which fpllow.
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Actual capital amounts and ratios are presented in the table below for the Company and the Bank:

To be well capitalized
For capital adequacy under prompt corrective

Actual purposes action provisions
TAWMOUNT Raro . T AWouUnt ROt TAmMOWNT  RIUT
T {Donars th tHousaney
June 30,2003:
Total capital (to risk weighted assets):
Consolidated $ 17,852 52.3% $ 2,729 80% $ N/A N/A
Southern Bank Company 15,400 45.2% 2,729 8.0% 3.411 10.0%
Tier 1 (core) capital (to risk weighted assets):
Consolidated 17,712 51.9% 1,364 4.0% N/A N/A -~
Southern Bank Company 15,260 44.7% 1,364 4.0% 2,046 6.0%
Tier 1 (core) capital (to adjusted total assets):
Consolidated 17,712 16.0% 4,426 4.0% N/A N/A
Southern Bank Company 15,260 13.8% 4,426 4.0% 5,532 5.0%
Tangible capital (to adjusted total assets):
Consolidated 17,712 16.0% 1,660 1.5% N/A ’ N/A
Southern Bank Company 15,260 13.8% 1,660 1.5% N/A N/A
June 30,2002:
Total capital (to risk weighted assets):
Consolidated 3 17,637 588% $ 2,399 8.0% $ N/A N/A
Southem Bank Company 16,264 54.2% 2,399 8.0% 2,998 10.0%
Tier 1 (core) capital (to risk weighted assets):
Consolidated 17,503 58.4% 1,199 4.0% N/A N/A
Southern Bank Company 16,131 53.8% 1,199 4.0% 1,799 6.0%
Tier 1 (core) capital (to adjusted total assets):
Consolidated 17,503 16.0% 4372 4.0% N/A N/A
Southem Bank Company 16,131 14.8% 4,372 4.0% 5,465 5.0%
Tangible capital (to adjusted total assets):
Consolidated 17,503 16.0% 1,639 1.5% N/A N/A
Southern Bank Company 16,131 14.8% 1,639 1.5% N/A N/A

Pursuant to regulations, an institution that exceeds all fully phased—in capital requirements before
and after a proposed capital distribution and has not been advised by the Office of Thrift Supervision
(OTS) that it is in need of more than the normal supervision can, after prior notice but without the
approval of the OTS, make capital distributions during a calendar year equal to the greater of
(i) 100% of its net income to date during the calendar year plus the amount that would reduce by
one-half its “surplus capital ratio” (the excess capital over its fully phased—in capital requirements)
at the beginning of the calendar year, or (ii) 75% of its net income over the most recent four—quarter
period. Any additional capital distributions require prior regulatory approval.

The Company’s principal source of funds for dividend payments is dividends from the Bank. Certain
restrictions exist regarding the ability of the Bank to pay dividends to the Company. At July 1, 2003,
dividend payments by the Bank were subject to regulatory approval. The Company’s ability to pay
dividends will be largely dependent upon dividends to the Company from the Bank. Pursuant to the
OTS regulations, the Bank will not be permitted to pay dividends on its capital stock or repurchase
shares of its stock if its stockholders’ equity would be reduced below the amount required for the
liquidation ac¢count or if stockholders’ equity would be reduced below the amount required by the
OTS.
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(b) Comprehensive Income !
Comprehensive income is the change in equity during a period from transaction and other events and
circumstances from non—owner sources. For the Company, comprehensive income includes changes
in unrealized gains and losses on securities available~for—sale and net income.

In the determination of comprehensive income, certain reclassification édjustments are made to
avoid double—counting items that are displayed as part of the net income and accumulated other
comprehensive income in that period or earlier periods. The following table reflects the
reclassification amounts and the related tax effects for the two years ended June 30:

2003 |
Before tax ‘ After tax
amount Tax effect amount
Unrealized gains arising during !
the year $ 856,920 (290,768) 566,152
Less reclassification for adjustments »
for gains included in net earnings (353,929) 119,751 (234,178)
Net change in unrealized
gain on securities $ 502,991 (171,017) 331,974
2002 ¢
Before tax ATter tax
amount Tax eﬁe#t amount
Unrealized gains arising during ‘
the year $ 1,229,785 (332,947) 896,838
Less reclassification for adjustments |
for gains included in net earnings (41,517) 11,240 (30,277)
Net change in unrealized
gain on securities $ 1,188,268 (321,707) 866,561

(12) Earnings Per Share |

Basic earnings per share were computed by dividing net income by the weighted average number of shares
of common stock outstanding during the years ended June 30, 2003 and 2002. Common stock outstanding
consists of issued shares less treasury stock, unallocated Employee Stock Ownership Plan (ESOP) shares
(see note 13), and shares held in trust. Diluted earnings per share for the years ended June 30, 2003 and
2002 was computed by dividing net income by the weighted average number of'shares of common stock
outstanding and the dilutive effects of the shares awarded under the Management Recognition Plan (MRP)
and the Stock Option Plan, based on the treasury stock method, using an average fair market value of the
stock during the respective periods.
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The following table represents the earnings per share calculations for the years ended June 30, 2003 and

2002:
Per share
Income Shares amount
2003:
Basic earnings per share $ 894,462 876,172 § 1.02
Dilutive securities:
Incentive stock option plan shares — 18,249
Dilutive earnings per share $ 894,462 894,421 1.00
2002:
Basic earnings per share $ 632,942 911,123 0.69
Dilutive securities: .
Incentive stock option plan shares — 1,888
Dilutive earnings per share $ 632,942 913,011 0.69

Options to purchase 111,777 and 1,454 shares of common stock at $11.69 per share and $7.50 per share
‘were outstanding during all four quarters of 2003 and 2002 and were included in the computation of
diluted EPS because the options’ exercise price was less than the average market price of the common
shares. Options to purchase 11,800 shares of common stock at $14.56 per share were outstanding during all
four quarters of 2003 and 2002. These options were not included in the computation of diluted EPS
because the options’ exercise price was greater than the average market price of the common shares,

(13) Employee Retirement and Savings Plans

(@)

Employee Stock Ownership Plan

In connection with the Conversion, the Bank established an ESOP for eligible employees. The ESOP
purchased 116,380 shares of the Company’s common stock with the proceeds of a $1,163,800 note
payable to the Bank and secured by the common stock owned by the ESOP. The note due from the
ESOP has been reflected as a separate component of stockholders’ equity as unearned compensation.
Principal payments under the note are due in equal annual installments through December 2005;
interest is payable annually at a variable rate which is adjusted each January 1.

Expense related to the ESOP was approximately $116,000 and $94,000 for 2003 and 2002. Uneamed
compensation related to the ESOP was $156,495 and $245,469 at June 30, 2003 and 2002,
respectively, and is shown as a reduction of stockholders’ equity in the accompanying consolidated

. statements of financial condition.

The difference between the fair value of shares committed to be released and the cost of those shares
to the ESOP (i.e. unearned compensation) is charged/credited to additional paid-in capital in
accordance with AICPA Statement of Position 93-6, Employers’ Accounting for Employee Stock
Ownership Plans. Unearned compensation is amortized into compensation expense based on
employee services rendered in relation to shares which are committed to be released based on the fair
value of shares.
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() Management Recognition Plan (MRP)

During fiscal 1996, the Bank established an MRP which purchased 58,190 shares of the Company’s
common stock on the open market. The MRP provides for awards of common stock to directors and
officers of the Bank. As of June 30, 2003, all awarded shares related to the MRP were allocated to
directors and officers of the Bank.

Shares held in trust related to the MRP totaled 14,430 at June 30, 2003 and 2002, respectively. These
shares, which were purchased for an average price per share of $12.84, amounted to $185,234 at
June 30, 2003 and 2002, respectively, and are shown as a reduction of stockholders’ equity in the
accompanying consolidated statements of financial condition. :

(¢) Simplified Employee Pension Plan

The Company established a Simplified Employee Pension Plan (SEP) for all employees who have
completed one year of service, pursuant to Section 408(k) of the Internal Revenue Code of 1986. The
Company can make a discretionary contribution to the SEP each year. The cost to the Company
under the SEP was $41,633 and $37,154 for ﬁscal years 2003 and 2002, respectlve]y

(d) EmploymentAgreements

The Company has a 36-month employment agreement with its Presidentj and another officer. These
agreements provide that if employment under the agreement is terminated by the Company in
connection with or within 12 months after any change in control of the: Company, each employee
will be paid approximately three times his salary. :
|
|

Stock~Based Compensation Plan

The Company has a stockholder-approved Option Plan. The Option Plan iprovides for the grant of
incentive stock options (ISO’s) to employees and nonincentive stock options (non-ISO’s) to nonemployee
directors. The Company utilizes the intrinsic value method of accounting for stock option grants. As the
option price is equal to the fair value of the stock at the date of grant, no compensation cost is recognized.

Under the Option Plan, the Company may grant options up to 145,745 shares and has granted options
outstanding of 125,031 shares through June 30, 2003. Under the Option Plan, the options vest 20% per
year and become exercisable upon the participant’s completion of five years of service.
|

The Company purchased shares in the open market to be issued upon exercise of stock options. Such
shares are reflected at cost as shares held in trust in the accompanying consolidated statements of financial
condition. During 2003 and 2002, the Company did not purchase any shares to be used for the exercise of
options. The total number of shares held in trust related to the Option Plan were 51,308 and amounted to
$666,907 at June 30, 2003 and 2002.
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A summary of the status of the Company’s Option Plan at June 30, 2003 and 2002 and the changes during
the years then ended is as follows:

2003 _ 2002
Weighted Weighted
average average
exercise exercise
Shares price Shares price
Outstanding at beginning of year: 125,031 § 11.91 125,031 § 11.91
Forfeitures — — — —
Exercised — — — —
Granted — — — —
Outstanding at end of year 125,031 § 11.91 125,031 § 11.91
Exercisable at end of year 124,449 § 11.93 120,913 § 11.89
Weighted average fair value of the
options granted N/A N/A

Fair Value of Financial Instruments

The Company has a variety of financial instruments which include items recorded on the consolidated
statement of financial condition and items which, by their nature, are not recorded on the consolidated
statement of financial condition. Quoted market prices, if available, are utilized as an estimate of the fair
value of financial instruments. In cases where quoted market prices are not available, fair values have been
estimated using present value or other valuation techniques. These methods are highly sensitive to the
assumptions used by management, such as those concerning appropriate discount rates and estimates of
future cash flows. Different assumptions could significantly affect the estimated fair value amounts
presented below. In this regard, the derived fair value estimates cannot be substantiated by comparison to
independent markets and, in many cases, could not be realized in the immediate settlement of the
instrument. Further, assets that are not financial instruments are not included in the following table.
Accordingly, the aggregated estimated fair value amounts presented do not represent the underlying value
of the Company.
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This table summarizes the Company’s carrying amount and fair value of financial in:struments:

June 30 |
2005 1 2002
Carrying Estimated Carrying Estimated
amount - fair value amount fair value
(1n thousands) - (1n thousands)
Assets: $ |
Cash on hand and in banks 9,393 9,393 7,529 7,529
Securities — Available for sale 53,723 53,723 53,753 53,753
Securities — Held to maturity 7,215 7,714 11,527 12,178
Federal Home Loan Bank stock 886 886 1,449 1,449
Loans held for sale 50 50 } — —
Loans receivable, net 38,918 42,722 34,515 36,324
Accrued interest and dividends |
receivable 483 483 | 586 586
Liabilities: :
Deposits ' 84,357 85,279 8 1 ,557 82,215
Federal Home Loan Bank advances 7,750 7,972 9,583 9,629
Accrued interest payable 39 39 .57 57

The following methods and assumptions were used by the Company in estimating the fair values provided
above:

(a) Cash and Cash Equivalents ‘
The carrying value of highly liquid instruments, such as cash on hand anci cash equivalents, are
considered to approximate their fair value. :

(b)  Securities Available for Sale and Securities Held to Maturity

Substantially all of the Company’s securities available for sale and held to maturity have a readily
determinable fair value. Fair values for these securities are based on quoted market prices, where
available. If not available, fair values are based on market prices of comparable instruments. The
carrying value of accrued interest on these instruments approximates fair value.

(c) Federal Home Loan Bank Stock

The Federal Home Loan Bank has historically repurchased its stock at cost. Therefore the carrying
amount is considered a reasonable estimate of its fair value. |

(d) Loans Held for Sale \

The fair value of loans held for sale is estimated using market rates, Wthh approximate carrying
values.
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Loans Receivable, Net

For loans with rates which are repriced in coordination with movements in market rates and with no
significant change in credit risk, fair value estimates are based on carrying values. The fair values for
certain mortgage loans are based on quoted market prices of similar loans sold in conjunction with
securitizing transactions, adjusted for differences in loan characteristics. The fair values of other
loans are estimated by discounting future cash flows using current rates at which loans with similar
terms would be made to borrowers of similar credit ratings.

Accrued Interest Receivable

The carrying amount of accrued interest receivable approximates its fair value.

Deposits

The fair value of deposits with no stated maturity, such as interest and non—interest demand deposits,
NOW accounts, savings accounts, and money market accounts, is, by definition, equal to the amount
payable on demand at the reporting date (i.e., their carrying amounts). Fair values for certificates of
deposit are estimated using a discounted cash flow analysis that applies rates currently offered for
certificates of similar remaining maturities.

FHLB Advances

Rates currently available to the Company for debt with similar terms and remaining maturities are
used to estimate the fair value of existing FHLB advances.

Accrued Interest Payable
The carrying amount of accrued interest payable approximates its fair value.

Off-Balance—Sheet Instruments

Off-balance—sheet financial instruments include commitments to extend credit. The fair value of
such commitments is not material to the Company’s financial condition since there is no known
credit risk for the Company to consider in its valuation.
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(16) Parent Company Financial Statements

Separate condensed financial statements of The Southern Banc Company, Inc. éthe Parent Company) as of
and for the years ended June 30, 2003 and 2002 are presented below: |

Statements of Financial Condition
June 30, 2003 and 2002

(Dollar amounts in thousands)

2003 2002

Assets: ;
Cash and cash equivalents $ 2,218 1,042
Investment in subsidiary 16,415 16,973
ESOP loan receivable 232 337
Other assets 11 23
Total assets $ 18,876 18,375
Liabilities: |
Other liabilities ' $ 110 31
Stockholders’ equity:
Preferred stock — —
Common stock 15 15
Additional paid-in capital 13,818 13,761
Retained earnings 11,082 10,497
Unearned compensation (157) (245)
Shares held in trust (852) (852)
Treasury stock (6,182) (5,642)
Accumulated other comprehensive income 1,142 810
Total stockholders’ equity 18,866 18,344
Total liabilities and stockholders’ equity $ 18,876 18,375

42




THE SOUTHERN BANC COMPANY, INC.
Notes to Consolidated Financial Statements
June 30, 2003 and 2002

Statements of Income
Years ended June 30, 2003 and 2002

(Dollar amounts in thousands)

2003 2002
Income from subsidiaries:
Dividends $ 2,000 —
Interest i 24 23
Operating expense (117) (58)
Income (loss) before income taxes and equity in
undistributed current year subsidiaries’ earnings 1,907 (35
Benefit for income taxes 32 12
Income (loss) before equity in undistributed
current year subsidiaries’ earnings 1,939 (23)
Distribution in excess of current year subsidiaries’ earnings (1,045) —
Equity in undistributed current year subsidiaries’ earnings — 656
Net income $ 894 633
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Statements of Cash Flows \
Years ended June 30, 2003 and 2002

(Dollar amounts in thousands)

2003 2002

Operating activities: 3 :
Net income $ 894 633
Distribution in excess of (equity in undistributed) current , !
year earnings of subsidiaries’ 1,045 (656)
1,939 (23)
Adjustments to reconcile net income to net cash provided by
(used in) operating activities: 1
Decrease in other assets 12 6
Decrease in other liabilities G0 (50)
Net cash provided by (used in) operating activities 1,921 67)
Investing activities:
Net cash provided by investing activities —- —
Financing activities:
Payments received on ESOP loan ' 105 106
Purchase of treasury stock (540) —
Cash dividends paid : (310) (322)
Net cash used in financing activities : (745) (216)
Increase (decrease) in cash and cash equivalents 1,176 (283)
Cash and cash equivalents at beginning of year 1,042 1,325
Cash and cash equivalents at end of year $ 2,213 1,042
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